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MAINE PUBLIC UTILITIES ORDER
COMMISSION

Investigation of Proposed Rate Design

by Verizon Maine to Eliminate Multiple

Rate Groups Through Consolidation

Into a Single Statewide Rate Group

WELCH, Chairman; DIAMOND and REISHUS, Commissioners

SUMMARY

In this Order we conclude our investigation and find that Verizon’s proposal to
eliminate its six rate groups is reasonable. Verizon should file tariffs to implement one
statewide average rate for all customer classes — with Economy and Premium options —
to coincide with the implementation of the recent changes to the Basic Service Calling
Area rule (BSCA), with an effective date no later than December 15, 2003.1

1. BACKGROUND

On July 9, 2003, Verizon Maine filed a proposal with the Commission to eliminate
separate “rate groups” within its local exchange service rates. On July 22, 2003, we
opened an investigation pursuant to 35-A M.R.S.A. § 1303(2) to determine whether
Verizon’s proposal is reasonable and should be implemented.

In our recent rulemaking (Docket No. 2001-865) to amend the Basic Service
Calling Area (BSCA) Rule, Chapter 204, Verizon proposed to eliminate separate rate
groups within Verizon’s local exchange service rates. Verizon claimed it would make
sense to eliminate rate groups at the same time it implemented the changes in BSCAs
that would be mandated by the Rule.

“Rate groups” are a rate structure under which local service rates in various
exchanges are based on the number of lines that a customer in that exchange can call
without an interexchange toll charge, i.e., the number of lines in the customer’'s BSCA.

! The differential between Economy and Premium rates will be addressed in the
proceeding we will open (in Docket No. 2003-483) to address Verizon’s rate proposal
for implementation of the BSCA changes. See discussion at pages 3-4.
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The rate for customers that have a larger calling area is higher than the rates for those
that have smaller calling areas. Verizon has six rate groups, A through F, as shown in
the table below. The difference between the residential rates in Rate Groups A and F is
$2.90 per month. The differentials for business rates are somewhat smaller (Premium,
$2.11; Economy, $ 1.94).

Current | Current | Current | Current
Res Econ|Res Prem|Bus Econ[Bus Prem

Rate Group / # of Lines Rate Rate Rate Rate
RGA 0 -1,100 lines $14.29 $15.79 $32.46 $35.48
RGB 1,101 — 3,600 lines $15.13 $16.63 $33.20 $36.25
RGC 3,601 — 11,000 lines $15.50 $17.00 $33.49 $36.57

RGD 11,001 — 25,000 lines $15.91 | $17.41 | $33.79 | $36.91
RGE 25,001 — 50,000 lines $16.34 | $17.84 | $34.10 | $37.25
RGF 50,001 and up lines $17.19 | $18.69 | $34.40 | $37.59

In our Order Adopting Rule, we decided that Verizon’s proposal was outside the
scope of the rulemaking,? but we encouraged it to file a separate proposal. Public
Utilities Commission, Rulemaking to Amend Chapter 204, Basic Service Calling Areas,
Docket No. 2001-865, Order Adopting Amended Rule (Dec. 10, 2003) at 6. We noted
that we were expressing no opinion on whether we ultimately would approve the
change, but indicated that “the idea [was] worth considering.” We agreed with Verizon
that “if such a change is appropriate, it may make sense to coordinate its timing with
the implementation of the BSCA changes required by this Rule.” 1d. We therefore
encouraged Verizon to propose any such change to its Terms and Conditions by a date
that was sufficiently early to allow full consideration by interested parties and the
Commission reasonably in advance of the expected date for the BSCA expansions.

Under Verizon’s proposal, the elimination of rate groups would be implemented
on a revenue-neutral basis, resulting in statewide Premium and Economy rates for all
customer classes. These rates would be equal to the weighted averages of the
previous rates. Information provided by Verizon indicated that rates for customers in
smaller rate groups would increase and rates for customers in the largest rate group
would decrease. As proposed, the composite averaged rates would be between the
present rates for Rate Groups E and F. Customers in Rate Group F (the largest rate
group) would likely see a small net decrease.®

2 The Notice of Rulemaking contained no proposal to eliminate rate groups, and
potential commenters had no notice that such a proposal would be considered. We
also noted that rate groups were an artifact of Verizon’s Terms and Conditions, not the
BSCA rule.

3 Chapter 288, § 3(C)(2) requires rural LECs (i.e., LECs other than Verizon) that
receive universal service funding (USF) to “establish local basic service rates that are
no less than those of Verizon exchanges that have Basic Service Calling Areas of a
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We issued a Notice of Investigation on July 22 and invited comments. The notice
made Verizon, all other incumbent local exchange carriers and the Public Advocate
parties. On August 22, 2003, we received comments from the Office of the Public
Advocate (OPA) concerning Verizon’s proposal.

1. DISCUSSION AND DECISION

Verizon, in the cover letter to its proposal, stated that two New England states in
which it operates have approved similar restructurings of Verizon’s basic exchange
service rates through the elimination of the multiple rate classification structure.* In
these states Verizon has statewide uniform rates for business and residential basic
exchange service. Verizon also stated that eliminating multiple rate groups improves
the cost-price relationship for local service, offering a “more logical and understandable
pricing format to consumers.” According to Verizon, smaller, more rural exchanges
generally are more costly to serve than larger, urban areas.

Verizon calculated a revenue-neutral, weighted average statewide rate for each
of the four basic exchange calling options that would remain after rate group elimination
(residential Premium, residential Economy, business Premium, and business
Economy). For study purposes, the Staff requested the Company to provide an
alternative that maintained the current difference between the Economy and Premium
options for residential customers of $1.50 per month.®> Under that alternative, the
weighted average residential Economy rate would be $16.67 per month and the
residential Premium rate would be $18.17 per month.

We do not decide in this case that these will be the final rates or that $1.50 will
be the final spread between Premium and Economy. We will decide those issues in the
proceeding we will open when Verizon files its BSCA rate proposals. We note,
however, that Section 5(A)(2) of Chapter 204 generally requires a greater portion of the

similar size.” Section 3(D)(1) states “The Commission may allow deviations from
Verizon local exchange rates in individual exchanges if it is desirable to establish or
preserve a rate design for a rural LEC, including disparities within and among
exchanges that are a result of the operation of Chapter 204 (Basic Service Calling
Areas), provided that, on an overall basis, the carrier’s rates are no less than those of
Verizon.” Thus far, we are not aware of any USF recipient that has indicated that it
wished to implement this “deviation.” Accordingly, Verizon’s proposal to eliminate rate
groups could have the same effect on customers of the rural (independent) LECs that
receive USF as it does on Verizon’s customers.

* In 1990, Massachusetts eliminated rate group classifications and Vermont
phased in a similar plan during 1996-2000 that transitioned to uniform rates.

® Under this alternative, neither the Premium nor the Economy residential rates
would be revenue neutral, but revenues for the residential class as a whole would
remain unchanged.
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rate increase for the recovery of lost BSCA revenues to be placed on the option (here,
Premium) that receives the greater increase in flat-rate unlimited calling. The provision
does allow exceptions, however.®

On August 22, 2003, the OPA filed comments that provided two alternatives to
Verizon’'s proposal. The first was to “table” Verizon’s proposal until the conclusion of
our proceedings in Docket Number 1999-851 (Investigation into Verizon Maine’s
Alternative Form of Regulation — Post Remand). The OPA believes that those
proceedings could result in excess revenues that could be used to fund BSCA
expansions and rate group consolidation without increases to local rates. We recently
decided the issues in that proceeding and decided that we will not conduct a rate
proceeding either for the purpose of satisfying the “objective” in 35-A M.R.S.A. §
9103(1) that rates during the course of an AFOR be no higher than under rate-of-return
regulation (ROR) or for the purpose of resetting the starting point of the AFOR. We
therefore reject this proposal by the Public Advocate.

The OPA’s second alternative would modify the current six-rate group structure
to two rate groups — an urban group and a rural group. The OPA states that this would
more accurately reflect the continued distinction between the access lines within rural
and urban calling areas. The OPA did not propose a specific definition of “rural” or
“urban” rate groups, although it presumably means to draw a distinction between
customers who can call fewer numbers of lines and those who may call greater
numbers. The OPA suggested that this structure could be short term with an eventual
transition to one statewide rate.

The OPA states: “[V]alue of service concepts should continue to be a factor in
rate setting because equity and customer acceptance goals continue to be important

® Section 5(A)(2) states:

2. Options. Generally, when the number of exchanges in a
BSCA increases, the rates of the option that receives the greater change in flat-
rate unlimited calling should increase by a relatively greater amount than the
rates for the other option. A LEC may propose a different balance if:

a. Increasing the rates for the economy option would
result in rates for the two options that are too similar; or

b. The rates for the premium option would be so high
that they would be likely to deter customers from subscribing to that option.

See discussion of this provision in Public Utilities Commission, Rulemaking to Amend
Chapter 204, Basic Service Calling Areas, Order Adopting Amended Rule (December
10, 2002) at 10-11, 14-15. The latter pages state: “Some increase to the Economy
option rate is acceptable even though there is no change in the flatrated portion of the
Economy option, because Economy customers benefit by being able to call the new
areas in the BSCA for 5 cents a minute rather than incurring a toll charge.”
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regulatory goals.”” The OPA apparently believes that rate groups, whether the current
six, or the alternate two, better reflect the “value” received by customers. The Public
Advocate’s apparent assumption, which also underlies rate group pricing, is that being
able to call more lines on a toll-free basis is more valuable to customers than being able
to call fewer lines.

We disagree with the OPA's approach. First, the OPA’s argument fails to
recognize that the calling areas of “rural” exchanges will be substantially greater after
the addition of all contiguous exchanges to all BSCAs, thereby diminishing the calling
area differences between “rural” and “urban” BSCAs. Moreover, we believe now is an
opportune time to allow Verizon to eliminate rate groups completely because the
imminent expansion of BSCAs to include all contiguous exchanges will already reduce
the significance of the current rate group structure. According to information provided
by Verizon during the recent BSCA rulemaking process, many smaller exchanges would
“migrate” to larger rate groups as the number of lines within BSCAs increased. The
smallest rate group (Rate Group A, presently with five exchanges) would be eliminated
entirely and Rate Groups B and C will have very few exchanges and customers. By
operation of the BSCA expansion and the accompanying rate group migration (if rate
groups were not eliminated), one Rate Group A exchange would move to Rate Group B,
three would move to Rate Group C, and one would move to Rate Group D. Rate Group
B, which currently has twelve exchanges, would contain only four after the expansion;
Rate Group C, currently with 30 exchanges would have 18. However, Rate Group F,
currently with 27 exchanges, would have 44 after the expansion.

As indicated by the rate group migration that would occur under the current
system, many customers in smaller exchanges will be able to call a greater number of
lines without toll charges. It seems likely that there will be a reduction in the disparity in
calling area size between smaller and larger exchanges. From at least one “value of
service” perspective (additional value received for additional rates), the rates for
customers who receive the greatest increases in their calling areas will increase more
than those for customers whose calling areas increase less (or not at all). A substantial
portion of the rate increases would result from movement from one rate group to
another (if rate groups were not eliminated); for most customers, that effect would be
greater than the effect on rates from the rate group elimination. Only 1.62 percent of
Verizon’s current residential customers who subscribe to the Premium option® are
located in exchanges classified as Rate Group A. If rate groups are eliminated, all of

" “Value of service,” was a term used by Theodore Vail, President of AT&T, to
advance his idea of “universal service,” in the early 1900s. “Its (a telephone’s) value
depends on the connection with other telephones — and increases with the number of
connections.” Mueller, Jr., Universal Service (1997)(quoting from AT&T, 1908 Annual
Report).

8 We have chosen residential Premium customers for the examples provided
here because they are the largest group of customers in all exchanges. Changes for
residential Economy and for business customers would be similar.
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these Rate Group A customers would all face a total increase of $2.98, attributable to
three effects: rate group migration, an assumed $0.60 for the addition of contiguous
exchanges to BSCAs® (both of which will occur in any event), and rate group
elimination. If rate groups are not eliminated, much of the increase for Rate Group A
would occur anyway because of rate group migration and BSCA increases.

Present Rate Group A has about 1.6 percent of Verizon’s 324,575 residential
Premium customers. Approximately 20 percent of those Rate Group A residential
Premium customers would migrate to Rate Group B if rate group elimination did not
occur;'° migration would increase rates for those customers by $0.84. As explained
above, rates would increase by an assumed $0.60 for the BSCA changes, for a total
increase of $1.44 per month for that subset of Rate Group A customers. Eliminating
rate groups would add another $1.54, for a total of $2.98. Approximately 60 percent of
Rate Group A residential Premium customers would migrate to Rate Group C. Of the
total increase of $2.98 for those customers, $1.21 would occur because of rate group
migration (if rate groups were not eliminated); $0.60 is attributable to BSCA and $1.17
to rate group elimination. Approximately 20 percent of Rate Group A residential
Premium customers would migrate to Rate Group D. The migration effect for those

® The 60 cents is an approximation. Verizon has provided a “rough” calculation
of average toll revenue loss per line of $.62 if it is not required to reduce access rates to
current interstate levels prior to the implementation of the BSCA changes and $.59 if it
were required to make such a reduction. At our October 9 deliberations we decided in
Public Utilities Commission, Investigation of Compliance of Verizon with Amended 35-A
M.R.S.A. 8§ 7101-B, Docket No. 2003-358, that Verizon will reduce access charges in
two steps, on May 31, 2004 and May 31, 2005.

As discussed above, rate design considerations may require a greater increase
to be placed on the Premium rate than on the Economy rate.

19 The “approximate” percentages of customers who would migrate from one
rate group to others are derived from the average number of residential premium
customers per exchange within each rate group. For example, the total number of
residential premium customers in Rate Group A (a known quantity) is divided by 5 (the
number of exchanges in Rate Group A) to determine the average number of such
customers in each Rate Group A exchange. The single Rate Group A exchange (out of
five) that would migrate to Rate Group B is therefore assumed to include one-fifth (20%)
of the residential premium customers presently in Rate Group A. The actual number of
residential premium customers in each exchange is not presently available in
reasonably convenient form.

We believe the use of average numbers (and “approximate” percentages derived
from those averages) provide a reasonable estimate of the impact, from rate group
elimination, on various sub-groups of customers, particularly for the larger rate groups,
which have many more exchanges and customers.
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customers would be $1.62; the BSCA changes would be $0.60 and the incremental
effect from rate group elimination would be $0.76 (for a total of $2.98).*

Rate Group B residential Premium customers (2.3 percent of all residential
Premium customers) would face a total rate increase of $2.14 resulting from the three
effects. Approximately 25 percent of the rate Group B customers would stay in Rate
Group B; thus, there would be no rate group migration effect for that portion of Rate
Group B if rate groups were retained. This sub-group would experience a $0.60
increase for BSCA changes and an incremental rate group elimination effect of $1.54
(for a total of $2.14). For the approximately 25 percent of Rate Group B residential
Premium customers who would migrate to Rate Group C, the incremental effect from
rate group elimination would be $1.17; for the approximately 41.7 percent and 8.3
percent who would migrate to Rate Group D and E, respectively, the incremental rate
group elimination effect would be $0.76 and $0.33.

Of the Rate Group C residential Premium customers, approximately 40 percent
would stay in Rate Group C if rate groups were not eliminated. The incremental effect
of rate group elimination for those customers would be $1.17. For other Rate Group C
customers the incremental effect of rate group elimination would be $0.76 or $0.33.
The total amount of increase for residential Premium customers in Rate Group C is
$1.77, regardless of where they wo uld migrate if rate groups were not eliminated.*?

The incremental effect from "rate group elimination" would exceed $1.00 for
approximately 7 percent of all residential Premium customers. The incremental effect
for approximately 16 percent would be $0.76 and, for approximately 21 percent, $0.33.
The incremental effect for approximately 57 percent of residential Premium customers
would be negative (-$0.52).

Attachment 1 is a table showing the three effects described above (migration,
BSCA and the incremental effect from rate group elimination) for residential Premium
customers in each rate group. In addition, within each rate group, the table shows the

11 As discussed above, rate group elimination is “revenue neutral.” One of the
effects that of that elimination, however, is that the additional local service revenues that
previously resulted from rate group migration will not occur. Previously, additional local
service revenues generated by rate group migration were used to offset some of the
retail toll and access revenue losses caused by the expansion of BSCAs. The overall
average effect on local service rates is the same, however, whether rate groups (and
rate group migration) are eliminated or not. The amounts that some customers do not
pay as a result of not migrating to a higher rate group are instead paid by customers
(not the same mix of customers, of course) as part of the BSCA surcharge. In other
words, the BSCA surcharge will be higher than it would be if rate group migration
continued, but Verizon’s overall local rates will be the same.

12 The total increase for Rate Groups D, E and F, respectively, would be $1.36,
$0.93 and $0.08.
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three separate effects for the sub-categories of customers who would have migrated to
different rate groups. The line "rate group elimination" is in boldface because it shows
the incremental effect on rates that occurs because of our action in this proceeding. For
example, some Rate Group A customers would have migrated to Rate Group B, some
to C and some to D. The table also shows the percentage of all Verizon residential
Premium customers for each of the sub-groups described above.'® This line also is in
boldface because it shows the overall change in rates that customers will see on their
bills. Finally, the table shows the "total rate effect" for all residential Premium
customers.

Although the rate group structure is based on a "value of service” concept, that
concept in this instance runs counter to the present relationship between cost and price.
Rural customers typically are served by longer and less efficiently used loops that are
more costly per customer; densely populated urban areas generally have lower costs
per customer. The elimination of multiple rate groups begins to correct that imbalance.
We have encouraged and implemented cost-based pricing for most utility services. In
this instance, the two policy directions conflict with each other. We see no compelling
reason not to apply similar principles here. While we reach no final conclusion on the
future use of "value of service" principles, we question how long such a policy can or
should be substantial in markets that are growing increasingly competitive, and where
we may no longer find the economic inefficiencies inherent in value of service pricing to
be sustainable.

In any case, we note also that rate group pricing (and the Public Advocate’s
assumptions about “value of service”) is based solely on the number of lines that a
person may call without a toll charge. That consideration is not necessarily the sole
measure of value, however. If a small exchange’s calling area includes contiguous
exchanges and one or more service centers within a reasonable traveling distance, a
customer in that exchange may be able to call most of the other lines he or she has an
interest in calling. Such a calling area may have as much “value” as the calling area of
an exchange located in an urban area that allows a customer to call many more lines
within a similar geographic area. It does not necessarily follow that being able to call
four times as many lines is four times as valuable. In short, distance and the ability to
reach friend, relatives and essential businesses without toll charges are factors that
should be considered in any value of servce “calculation.” Our concern with rate
increases to those customers with the lowest rates, and smallest calling areas, is
ameliorated by the significant expansion of most of those customers’ calling areas.

In its exceptions, the Telephone Association of Maine (TAM) expressed concern
on behalf of companies that receive universal service funding (USF). TAM stated:

13 As discussed in footnote 10, the percentages for each of these sub-groups are
derived from the average number of residential premium customers per exchange for
each rate group.
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TAM ... wish[es] to note a side effect of this proceeding. Currently Section 3(C)(3) of
Chapter 288 of the Commission Rules indicates that, prior to receiving State Universal
Service Funds (USF) an ITC must formulate a plan to transition basic rates to a level at
or above Verizon's rates for “exchanges that have Basic Service Calling Areas of a
similar size.” TAM believes that, due to the proposed implementation of rate group
consolidation, the issue of tying the State USF Rules to Verizon’s local rates for
comparably sized exchanges may need to be re-examined.

We will not address issues concerning policies and requirements of the USF
Rule in this proceeding. If raised in an appropriate proceeding, we will consider
addressing such issues there. For the reasons explained above, we agree that
Verizon’'s proposal to eliminate its six rate groups is reasonable, and we therefore
conclude our investigation in this docket. As part of its rate proposal for implementation
of the BSCA changes scheduled for December 2003, Verizon shall file tariffs that
implement statewide average rates for all basic service customer classes, with
Economy and Premium options for each class. The tariffs shall bear an effective date
no later than December 15, 2003. With the filing, Verizon shall provide information
stating the amount of the proposed change to each rate that is attributable to the
elimination of rate groups (i.e., quantification of the movement of that rate to an average
rate) and to BSCA revenue loss.

Dated at Augusta, Maine, this 17" day of October, 2003.

BY ORDER OF THE COMMISSION

Dennis L. Keschl
Administrative Director

COMMISSIONERS VOTING FOR: Welch
Diamond
Reishus
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NOTICE OF RIGHTS TO REVIEW OR APPEAL

5 M.R.S.A. 8§ 9061 requires the Public Utilities Commission to give each party to
an adjudicatory proceeding written notice of the party's rights to review or appeal of its
decision made at the conclusion of the adjudicatory proceeding. The methods of review
or appeal of PUC decisions at the conclusion of an adjudicatory proceeding are as
follows:

1. Reconsideration of the Commission's Order may be requested under
Section 1004 of the Commission's Rules of Practice and Procedure (65-407
C.M.R.110) within 20 days of the date of the Order by filing a petition with the
Commission stating the grounds upon which reconsideration is sought.

2. Appeal of a final decision of the Commission may be taken to the Law
Court by filing, within 21 days of the date of the Order, a Notice of Appeal with
the Administrative Director of the Commission, pursuant to 35-A M.R.S.A. §
1320(1)-(4) and the Maine Rules of Appellate Procedure.

3. Additional court review of constitutional issues or issues involving the
justness or reasonableness of rates may be had by the filing of an appeal with
the Law Court, pursuant to 35-A M.R.S.A. § 1320(5).

Note: The attachment of this Notice to a document does not indicate the Commission's
view that the particular document may be subject to review or appeal. Similarly,
the failure of the Commission to attach a copy of this Notice to a document does
not indicate the Commission's view that the document is not subject to review or
appeal.



